Abstract
INTRODUCTION
n the August 1990 issue of Management Accounting, William Bruns and Kenneth Merchant reported the results of their survey of the readership of the Harvard Business Review (HBR). The survey provided 13 earnings management situations that the authors had observed directly or indirectly and asked the HBR readers to rate the acceptability of those practices. Bruns and Merchant characterized the results as "frightening". They observed:
\

It seems that if a practice is not explicitly prohibited or is only a slight deviation from rules, it is an ethical practice regardless of who might be affected either by the practice or the information that flows from it. This means that anyone who uses information on short-term earnings is vulnerable to misinterpretation, manipulation, or deliberate deception.
We have no doubt that short-term earnings are being managed in many, if not all companies. Some of these earnings-management practices can be properly labeled as immoral and unethical.
Prior to the Bruns and Merchant study, researchers and accounting practitioners paid little attention to the morality of short-term earnings management. However, in the wake of highly publicized financial frauds and failures, the profession has emphasized the importance of the concepts of earnings quality and earnings management. For its 2002 Annual Meeting, the American Accounting Association chose the Quality of Earnings Project as its main theme. In turn, the academic journals have invited and published research articles that deal with earnings management (see Elias, 2002 Elias, , 2004 Cheng and Warfield, 2005) . Because of the recent emphasis on earnings management topics, we decided to survey students and business managers to measure their perceptions about the morality of specific earnings management actions to determine if their perceptions are different from those of the HBR readers 15 years ago. In addition, we test for differences between business students and managers and differences by gender and major.
The paper proceeds, in Section II, with a review of prior research studies beginning with the Bruns and Merchant study. Section III presents our study and compares our results with prior research findings. In Section IV, we discuss implications for academia, and in Section V, we provide our conclusions.
PRIOR RESEARCH The Bruns and Merchant Study
Bruns and Merchant (1990) prepared a 13-action questionnaire that consisted of practices that the authors considered short-term earnings management. Such practices involved choice and timing of operating events and choice of timing of recognition of specific revenues and expenses. Respondents rated each practice on a five-point scale as follows: 1 = Ethical Practice 2 = Questionable Practice. I would not say anything to the person involved, but it makes me uncomfortable. 3 = Minor Infraction. The person should be warned not to engage in the practice again. 4 = Serious Infraction. The person should be severely reprimanded. 5 = Totally Unethical. The person should be fired.
The first page of the questionnaire informs the respondent that the survey consists of short descriptions of a variety of actions that individuals have taken. Some of these actions are clearly ethical. Others are judged by some or most people to be unethical, and the judgments as to the degree of severity of the infraction can vary widely. Respondents were to assume that the divisions referred to are part of a $1 billion corporation, which has a JanuaryDecember fiscal year. Each division has annual sales of $100 million, with annual before-tax operating profit of $12 million.
Bruns and Merchant found that none of the practices were viewed unanimously as an ethical practice or as totally unethical. On average, the findings indicated that the direction of the impact (increase or decrease in EPS) was important, as was materiality. Reductions in earnings and smaller effects on earnings were judged more acceptable than increases in earnings and larger effects. The period affected (quarter vs. fiscal year) was also significant. Actions were rated less acceptable if they affected year-end numbers.
Other Studies
Seven studies (Merchant and Rockness, 1994; Rosenzweig and Fischer, 1994; Fischer and Rosenzweig, 1995; Clikeman et al., 2001; Elias, 2002 Elias, , 2004 Guffey et al., 2004) subsequent to the Bruns and Merchant study have utilized the Bruns and Merchant survey discussed in the previous section. Table 1 lists the mean responses from four of these seven studies (three of the prior studies' mean responses were unavailable) and from our current study (for the 13 actions that correspond to the original Bruns and Merchant questionnaire. Full results for the current study will be discussed in detail later in the paper). Sample sizes of those studies range from 115 to 500 and consist of students, practicing accountants, and/or business managers. Table 1 also reports the average rating of the prior studies for each action and the average rating of the 13 actions for each study.
The mean of the responses of prior studies ranges from 1.09 (item 1, Clikeman et al., 2001) to 4.15 (item 13, Rosenzweig and Fischer, 1994) . On average, the respondents of the prior studies rated actions rather consistently. The average ratings for the prior studies are 2.51, 2.58, 2.66, and 2.69. Respondents to prior studies rated:
• No actions as "Totally Unacceptable" (mean between 4.5 and 5.0).
•
One action as a "Serious Infraction" (mean between 3.5 and 4.5).
• Six actions as a "Minor Infraction" (mean between 2.5 and 3.5).
• Four actions as a "Questionable Practice" (mean between 1.5 and 2.5).
• Two actions as an "Ethical Practice" (mean below 1.5).
Two studies, Clikeman and Henning (2000) and Kaplan (2001) , focus on earnings management but do not utilize the Bruns and Merchant survey. Clikeman and Henning (2000) surveyed accounting and other business students when they were sophomores and again when they were seniors regarding earnings management. Students were given a short case which involved a financially distressed firm planning to delay normal maintenance expenditures to the next year in order to increase current year earnings. On a seven-point scale (where 1 is "strongly oppose postponement", 4 is "neutral", and 7 is "strongly support postponement"), the mean responses of sophomore accounting students and other business students were 3.79 and 3.68, respectively. The mean responses of the senior accounting students and other business students were 2.10 (decrease of 1.69) and 4.73 (increase of 1.05), respectively. Therefore, the accounting students became less accepting of the earnings management techniques from the sophomore to senior year, while the other business students became more accepting of the technique. Kaplan (2001) provided MBA students with three separate earnings management scenarios. The scenarios involved an operating activity gain through deferral of discretionary expenses, an accounting activity gain by requesting an invoice from a consulting firm be delayed, and an accounting activity loss through an unnecessary increase in the obsolescence reserve. Students were randomly assigned to act as either a shareholder, another manager from the company unfamiliar with the manager in the case, or another manager from the company familiar with the manager in the case. Students were asked to judge the ethicality of the manager's decision, the likelihood that the company would suffer financially due to the decision, the seriousness of the consequences of the decision, and the fairness of the decision. Kaplan found that for the accounting gain/loss scenarios, the responses of students in the role of a manager were generally more unfavorable than those of the students in the role of a shareholder (except for the overall ethicality judgment). Evidence also suggested that the students in the role of the manager who knew the manager in the case judged the scenario more favorably than the students in the role of the manager who did not know the manager in the case. Kaplan found little evidence that role played a factor on judgments for the operating gain scenario.
Although previous earnings-management research has not focused on gender differences, gender differences have been examined in ethics and values studies.
The results of this research have not been conclusive. Studies that have examined business students or business professionals (Akaah, 1989; Beltramini et al., 1984; Jones and Gautschi, 1988; Peterson et al., 1991) found that females were more concerned than males about ethical issues. While the findings from accounting studies (Sweeney, 1995 Akers and Eaton, 2003) suggest that, while there are some gender differences, there are more similarities than differences. These later findings are consistent with Fagenson's (1993) study that examined female and male entrepreneurs.
Hypotheses
Based on prior research findings, we make the following hypotheses for our study:
H1:
There are no significant differences between females and males regarding the ethicality of the twenty earnings management actions.
H2:
There are no significant differences between undergraduate students and business managers regarding the ethicality of the twenty earnings management actions.
H3:
There are no significant differences between accounting majors and other majors regarding the ethicality of the twenty earnings management actions.
OUR STUDY
Sample
We administered a survey questionnaire similar to the one used by Bruns and Merchant. We used the same rating system as Bruns and Merchant used in their study. (Elias 2002 (Elias , 2004 ). Clikeman et al. (2001) surveyed students and made comparisons by culture (national origin) and gender. Our study adds to the literature not only by comparing views of business managers with those of undergraduate students using an updated sample, but also by testing for differences by major. Further, given the publicity of cases such as Enron and World Com, we wanted to determine if there have been changes in attitudes towards earnings management practices. Sufficient time has passed since these cases and the issuance of the Sarbanes-Oxley Act in 2002 that we might expect some change in the views on the morality of earnings management. Therefore, we surveyed two groups -undergraduate business students and business managers. The undergraduate students were enrolled in any of four accounting courses (Advanced Accounting, Auditing, Financial Statement Analysis, and Accounting Information Systems). The business managers were students in either an MBA program or an Executive MBA program. A breakdown of respondents by gender, level of education, and major is shown below. 
Demographic Data
Results
First, for each of the twenty practices, we computed the frequency distribution of responses, in total and by group (undergraduate student/business manager; male/female; accounting major/other major). Then, we computed the mean scores for each action in total and by group and we categorized the responses from "Totally Unacceptable" to "Ethical Practice" (Table 3 presents data for total respondents). Then, we used analysis of variance to measure differences between groups (Table 4) .
Based on the mean values of responses and the frequency distributions, we found that none of the twenty practices were rated as "Totally Unacceptable" (mean between 4.5 and 5.0) by any of the groups. We also found that:
• Only five of the twenty practices were rated as a "Serious Infraction" (mean between 3.5 and 4.5).
• Ten practices were rated as a "Minor Infraction" (mean between 2.5 and 3.5).
• Four practices were rated as a "Questionable Practice" (mean between 1.5 and 2.5).
• One action was rated as an "Ethical Practice" (mean below 1.5).
On the surface, these results seem to suggest that the respondents take a dim view of the acceptability of these practices, since only one action (paint ahead of schedule) was deemed as an "Ethical Practice". However, for the four practices that were viewed as "Questionable Practices", the respondents would not say anything to the person involved, although it made the respondent uncomfortable. In addition, for the ten practices categorized as minor infractions, the respondents believe that the person involved should be warned not to engage in the practice again. For the five practices categorized as "Serious Infractions", the respondents believe that the person involved should be severely reprimanded. Table 5 lists some additional interesting findings. Table 4 shows the results of testing for differences by gender, education level, and major. The greatest differences are by gender and the smallest differences are by education level.
Results of Hypotheses Tests
Hypothesis One (H1): Gender
We found that females have a stricter view than males for 18 of the 20 short-term earnings management actions. For three of those 18 actions, the differences are significant at the .05 level. In the two cases where males had a stricter view, only one is significant. Therefore, hypothesis one that there are no significant differences between females and males regarding the ethicality of the twenty earnings management items is supported for 16 of the 20 actions. The four actions found to have significant differences are: We found that the undergraduate students had stricter views than the business managers (MBA and EMBA students) for 12 actions, two of which are significant. For the eight actions that the business managers had stricter views, none are significant. Therefore, hypothesis two that there are no significant differences between undergraduate students and business managers regarding the ethicality of the twenty earnings management items is supported for 18 of the 20 actions. The two actions found to have significant differences are:
• Defer expenses to meet quarterly budget (Action 2a) -undergraduate students stricter • Defer expenses to meet annual budget (Action 2b) -undergraduate students stricter Hypothesis Three (H3): Major With respect to differences by major, accounting majors had stricter views on 14 of the 20 actions, two of which are significant. For the six actions where other majors had stricter views than accounting majors, one is significant. Based on these findings, hypothesis three that there are no differences between accounting majors and other business majors is supported for all but three of the 20 actions. The three actions found to have significant differences are:
• Defer expenses to meet annual budget (Action 2b) -Accounting majors stricter • Work overtime to reach budget target (Action 4b) -Accounting majors stricter • Bury scrap costs in "other expenses", no income effect (Action 7) -Other majors stricter
Comparison of Our Results with Prior Research Findings
First, we found that there is a high level of disagreement among the groups of respondents regarding which short-term earnings management practices are ethical. We found that for most of the short-term earnings management practices, females tended to judge the actions less ethical than males judged the actions; undergraduate students generally took a stricter position than business managers; and accounting majors were inclined to view the practices less favorably than other majors. Several prior studies also found disagreement between groups of respondents. For example, Merchant and Rockness (1994) found that general managers were the strictest while internal auditors were the most lenient in their judgments. Rosenzweig and Fischer (1994) found differences when they grouped respondents by years of experience and level of responsibility. Accountants with over six years of experience judged actions less harshly than accountants with six or less years of experience. Similarly, respondents at higher levels (such as partner) were more accepting of practices than respondents at the entry or junior level. Fischer and Rosenzweig (1995) reported that accounting practitioners generally judged actions as less ethical than students judged the actions. Clikeman et al. (2001) found some minor differences in views based on national origin and gender; however, none of the differences were significant. Elias (2002) compared students, faculty, accountants in industry, and accountants in public practice. He reported that accountants in practice (industry and public accounting) were more lenient than accounting students and faculty. In a second study, Elias (2004) found that accountants in organizations with high ethical values judged earnings management actions more harshly than accountants in organizations with low ethical values.
Second, we found that for many of the practices, "qualifiers" affected the respondents' views. Some examples of qualifiers are dollar amount, timing of transaction, the purpose of the practice, the method used, and whether the practice meets quarterly or annual figures.
Dollar Amount
Actions 8a and 8b illustrate the effect of dollar amount. Both actions involve the request that a supplier defer billing for work done until the next fiscal year so that the division can meet its budget. When the amount involved is $30,000 (action 8a) the respondents rated this practice as a "Minor Infraction" with a mean value of 3.1044. However, when the amount is $500,000 for the same type of practice, the respondents rated the practice as a "Serious Infraction", with the second-highest mean value (3.8952) of any of the twenty practices. These findings are consistent with those of Bruns and Merchant (1990), Merchant and Rockness (1994), Rosenzweig and Fischer (1994) , Fischer and Rosenzweig (1995) , Clikeman et al. (2001) , and Guffey et al. (2004) . These prior studies all reported that materiality was a factor; larger amounts were judged more seriously than smaller amounts.
Timing of Transaction
Actions 10a through 10d represent a good example of how the timing of the transaction affects the respondents' views. For each action, the situation is the same. The firm is struggling to meet profit targets. The GM tells the production manager to ship some customer orders early so that associated revenues and profits can be recognized in the current year. The goods are in inventory and expected delivery time is two days. Actions 10a through 10d differ only to the extent of these customers' firm delivery dates. Notice that the earlier the accelerated shipment prior to firm delivery date the less ethical the action becomes:
• Action 10a (ship 3 days early): rated by respondents as a "Questionable Practice" (mean value of 2.3984).
• Action 10b (ship 14 days early): rated by respondents as a "Minor Infraction" (mean value 2.9633).
• Action 10c (ship 28 days early): rated by respondents as a "Minor Infraction" (mean value 3.4490).
• Action 10d (ship 42 days early): rated by respondents as a "Serious Infraction" (mean value 3.7306).
Purpose of the Practice
Actions 6a and 6b demonstrate how the purpose of the practice affects the respondents' views. When the reduction of the reserve for obsolescence is to enable continued work on some important product development projects that might have to be delayed due to budget constraints, the respondents rate the practice (action 6a) as a "Minor Infraction" (mean value of 2.9073). However, when the purpose of the reduction is to make budgeted profit targets, the respondents take a dimmer view, rating the practice (action 6b) with a mean value of 3.4699. This is consistent with the findings of Merchant and Rockness (1994), Rosenzweig and Fischer (1994 
Method Used
An example of how the method used affects the responses relates to practices 4a through 4c. For each, the GM wants to reach budget targets. Respondents' views are affected by the method used, all to accomplish the same result. We can see that selling excess assets is preferable to working overtime or liberalizing credit terms. Following is a summary of the different ratings for these actions:
• Liberalize credit terms to pull some sales that normally would occur next year into the current year has a mean value of 2.1004.
• Work overtime so that everything possible could be shipped by the end of the year has a mean value of 1.6747.
•
Sell excess assets and realize profit of $40,000 has a mean value of 1.7863.
Bruns and Merchant (1990), Merchant and Rockness (1994), Rosenzweig and Fischer (1994), Fischer and Rosenzweig (1995), and Clikeman et al. (2001) also all reported that liberalizing credit terms was found less acceptable than working overtime or selling excess assets to increase profits.
Quarterly or Annual Budgets
Actions 2a and 2b involve deferral of expenses to meet quarterly and annual budgets, respectively. The deferral to meet annual budgets (mean 3.4177) is viewed more negatively than deferral to meet quarterly budgets (mean 2.8760). These findings are consistent with those of prior studies (Bruns and Merchant, 1990 The averages of the mean responses from prior studies and the mean responses from our study are listed below.
The means from our study are above the average of prior studies for eight of the 13 actions (1, 2, 3, 4, 5, 6, 7, and 9), indicating that respondents to our study have stricter views than respondents to prior studies for these eight actions. The means from our study are below the average for five actions (8, 10, 11, 12, and 13), indicating that respondents to our study are less strict than respondents to prior studies for these five actions. The greatest difference in means is .97 (action 3). The least difference in means is .03 (action 13). Overall, the average rating for all 13 actions for our study was 2.81. This is not very different from the overall average rating of 2.61 for prior studies, showing that perceptions regarding earnings management have not changed substantially. 
IMPLICATIONS FOR ACADEMIA
The results of our study have implications for academia and, although some of these implications have been identified by prior research, our findings suggest these items are still relevant. As noted above, while there have been some changes in perceptions regarding earnings management, we agree with Fischer and Rosenzweig (1995) that business students need more exposure and understanding of methods used to manage earnings. Business publications should continue to report on a regular basis fraudulent financial reporting that is often the result of earnings management. Fischer and Rosenzweig (1995) suggested that accounting and MBA curricula needed to place a greater emphasis on managers reporting fairly stated financial information in an ethical manner. The difficult issue is to determine where and how this issue should be addressed in the curricula. Whether this is done by integrating ethics into business courses, or requiring a separate business ethics course or an accounting course cotaught by accounting and ethics faculty members, as suggested by Fischer and Rosenzweig (1995) or using a fraud examination course is often debated. Since our findings show that there are some differences between undergraduate students and graduate students (business managers) as well as differences between accounting majors and other business majors we suggest that a capstone (undergraduate and graduate) course, which includes all types of business majors, is an appropriate course to discuss and analyze earnings management. To enhance the "realworld" aspect of this issue, experienced business professionals (for example retired partners of public accounting firms, CEOs, CFOs) should be an integral part of these discussions. To identify such individuals, faculty could solicit alumni of the institution and members of advisory boards or use the executive in residence, if applicable. In addition to providing an experienced business perspective of earnings management, this approach hopefully reduces the likelihood that there will be differences between the accountants and other business majors. As educators we should attempt to minimize those differences because, as Clikeman and Henning (2000, p.13) note, "conflicting opinions begin to develop during undergraduate business education. Students appear to begin adopting the attitudes of their professional reference groups before they even commence their professional careers". If we as educators can use experienced managers and practitioners to enliven and make the discussion of earnings more realistic, then hopefully we can help reduce the expectation gap in this area.
CONCLUSIONS
Prior to the study by Bruns and Merchant (1990) , accounting practitioners and researchers paid little attention to the ethics of earnings management. Since then, there has been increased research regarding the morality of earnings management. The importance of this topic has been recognized in large part because of the highly publicized financial failures and frauds, such as Enron and World Com, and subsequent legislation, the SarbanesOxley Act of 2002 (SOX). 1 Acton number in parentheses indicates the action number of the current study that corresponds to the action number of prior studies listed in the table. There were several purposes of our study. First, because sufficient time has elapsed since highly publicized cases and the passage of SOX, we anticipated there might be some changes in attitudes toward the ethicality of short-term earnings management. Thus, we used the Bruns-Merchant instrument to compare our findings with the results of prior research that used the same instrument. While our results are similar to prior research findings, the participants of our study were slightly more strict (tended to view items as less ethical) in their views than participants of prior studies. Second, we also wanted to determine if women and men view short-term earnings management practices differently. We found that women tend to have a stricter view on earnings management actions than men, since there are significant differences between men and women for four of the actions. Third, we wanted to compare the views of undergraduates with business managers. Our findings show that undergraduate students tend to be stricter in their views than business managers; however, only two of these differences are significant. Fourth, we wanted to determine if accounting majors differ from nonaccounting majors with respect to the ethics of earnings management practices. Although accounting majors tend to be stricter in their views than other business majors, only two of the differences are significant.
Our study contributes to the literature in three specific ways. First, while our findings provide support for prior research results, there is some evidence of an attitude change (stricter view) regarding the ethics of earnings management actions.
Prior research had not examined this issue. . Second, the study finds some gender differences, between-major differences and differences between undergraduates and business managers This study is subject to limitations. First, although we have no reason to believe otherwise, the students and business managers in our study might not be representative of students and business managers nationally. Second, there are limitations with the use of any survey instrument. For example, the scenarios and the wording of the earnings actions are subject to interpretation. While this is a limitation, we did not change the wording of the instrument in order to enhance comparability with prior research.
Table 2 Questionnaire On Ethics
This questionnaire includes short descriptions of a variety of actions that individuals have taken. Some of these actions are clearly ethical. Others are judged by some or most people to be unethical, and the judgments as to the degree of severity of the infraction can vary widely.
Please indicate your judgment as to the acceptability of each of the practices using the following scale: 2.
The GM instructed his employees to defer all discretionary expenditures (e.g., travel, advertising, hiring, and maintenance) into the next accounting period so that his division could make its budgeted profit targets. Expected amount of deferral: $150,000. On December 15, a clerk in the division placed an order for $3,000 worth of office supplies and the supplies were delivered on December 29. This order was a mistake because the division GM had ordered that no discretionary expenses be incurred for the remainder of the fiscal year, and the accounting policy manual states that office supplies are to be recorded as an expense when delivered. The division GM learned what had happened, however, and to correct the mistake, he ordered the accounting department not to record the invoice until February.
In September, a GM realized that the division would need strong performance in the last quarter of the year in order to reach its budget targets. a. He decided to implement a sales program offering liberal payment terms to pull some sales that would normally occur next year into the current year; customers accepting delivery in the 4th quarter would not have to pay the invoice for 120 days. b. He ordered his controller to develop the rationale for increasing the reserve for inventory obsolescence. By taking a pessimistic view of future market prospects, the controller was able to identify $700,000 worth of finished goods that conservative accounting would say should be fully reserved (i.e., written off), even though the GM was fairly confident the inventory would still be sold at a later data at close to full price.
The next year, the division described in question 5b sold 70% of the writtenoff inventory, and a customer had indicated some interest in buying the rest of that inventory the following year. The GM ordered his controller to prepare the rationale for reducing the reserve for obsolescence by $210,000 (i.e., writing up the previously written-off goods to full cost). The GM's motivation for recapturing the profit was: a. to be able to continue working on some important product development projects that might have had to be delayed due to budget constraints A GM had an idea for a new product. She asked her marketing people to conduct some focus group interviews and a field study to determine the market potential, and she asked her controller to estimate the costs of entering the market. The projections promised only a 22% return when the desired return for his business was 35%. However, still convinced that the product was a good idea, the manager "jacked up" the sales projections and "shaved" the cost estimates to show a forecasted 35% return. The GM's superiors were preoccupied with other problems, and they did not question the projections. Thus the new product was approved. a. After six months of sales, the product earned a 22% return. 1 2 3 4 5 b. After six months of sales, the product earned a 35% return. 1 2 3 4 5 10.
At the end of December, a division was struggling to meet its profit targets. The GM told his production manager to ship some customer orders early so that the associated revenue and profits could be recognized in the current year. The items were in inventory, and expected delivery times were two days. The customers' firm delivery dates were: a. 
